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| NTRODUCT! ON

From 1995 to 1997 the Enployee Plans field offices of the
Internal Revenue Service (IRS or Service) examned 472 plans
containing cash or deferred arrangenents (CODAs) intended to be
gqualified under section 401(k) of the Internal Revenue Code
(section 401(k) plans). After examning the plans, | RS Enpl oyee
Pl ans (EP) exam ners answered questions on a checksheet on the
basi s of the exam nations (survey).

The primary purpose of the survey was to identify the areas
in which section 401(k) plans failed to conply wth the
requi renments of the Code (violations) and to obtain informtion
on the size of the plans containing these violations. Sone
guestions on the survey addressed conpliance with Code sections
that apply only to section 401(k) plans, while other questions
addressed requirenments that apply to tax-qualified plans in
general, including section 401(k) plans. This report sunmarizes
the information fromthe survey.

The original universe of 143,535 section 401(k) plans was
identified by the Form 5500 Annual Return/Report of Enployee
Benefit Plan (with 100 or nore participants) and the Form 5500-
C/R Return/ Report of Enployee Benefit Plan (with fewer than 100
participants) filed for the 1993 plan year on the basis of
informati on available as of Decenber 1995 (not including Form
5500- EZ) . Returns for the 1994 plan year were selected, if
avai lable, for the plans identified from the 1993 plan year.
Thus, the survey results include 1994 data for these plans.

We excluded a nunber of these plans for various reasons.
For exanple, plans that had been term nated or had no CODAs were

excl uded. Plans that EP specialists were unable to obtain
sufficient data on to conduct an in-depth analysis were also
excl uded. These factors reduce the selectable plan population

to approxi mately 130, 000.

The sanpling included a total of 550 plans that were
divided into four groups, by size (according to the nunber of
participants), consisting of 175 plans from each of the small
medi um and |arge groups, and a super-large group consisting of
the top 25 plans. Each I RS key district office (KDO was
all ocated a proportionate share of plans based on the nunber of
pl ans I n each cat egory | ocat ed in t he KDO.
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The 550 plans were reduced to 472 plans after excluding
sonme plans due to insufficient data or because they were not the
types of plans intended to be included in the survey. Thus, the

472 plans were chosen from a popul ati on of approximately 130, 000
section 401(k) plans.?!

The groups of plans by size and the nunmber of participants
in each group are as foll ows:

Small (S) = 0 to 16 participants

Medium (M = 17 to 53 participants

Large (L) = 54 to 60,000 participants

Super Large (SL) = 60,001 to 287,023 participants

The Service hopes that the information obtained from this
survey will be useful to plan sponsors, enployers, and others
who have an interest in maintaining the tax-qualified status of

their own section 401(k) plans by identifying where potential or
existing violations are nore likely to occur.

1 Some of the responses to the questions in the survey were inconsistent or

unclear. This report represents our best effort to conpile and report the
dat a.
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1. OVERVI EW

Table 1, below, shows the nunber of plans, by
containing one or nore violations. Overall, 56% of plans had no

vi ol ati ons.?

Tabl e 1: Nunber of Plans Containing One or

More Viol ati ons

Pl an Si ze | Tot al Plans Wth/{ Plans Wth | Percent age of
Cat egory Nurmber | No One or Pl ans Wth No
(Section of Vi ol ati ons| More Vi ol ati ons
401( k) Pl ans Vi ol ations | (Margin of

Pl ans) Error £5-8 %
Al'l Plans 472 264 208 56%

Smal | Pl ans 139 82 57 59%
Medi um Pl ans | 162 86 76 53%

Lar ge and [ 171 96 75 56%

Super Lar ge

Pl ans

2 |t isimportant to note that, while Table 1 shows the number of plans containing one or more violations, it
does not distinguish between plans containing one violation or plans containing more than one violation. Although
some plans may have contained multiple violations, each plan is counted only once in reaching the totalsin Table 1.
The rest of this report generally describes the total number of times (instances) a violation occurred by size of plan.
Thisisexplained in section |11 below.
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[11. RESULTS OF SURVEY

The total instances of violations are reported in
Categories A through P, below. This nunber, however, cannot be
correlated to the nunber of plans containing these violations,
because sone plans may have contained nore than one type of
violation wthin a category. Thus, the total nunber  of
violations reported for a category may be greater than the
nunber of individual plans with these violations.

For exanple, Category C, below, describes various types of
violations involving loans to participants. There are 26
reported instances of mscellaneous |oan violations. This does
not necessarily nmean that the violations occurred in 26 plans,
because sone plans contained nore than one type of |oan
viol ation. The survey and this report do not show the nunber and
types of violations occurring in any individual plan.

This report also discusses the requirenents of the Code
that apply to section 401(k) plans and changes in the |aw that
have occurred since the survey was conducted. Wiile the
di scussion is intended to put the survey results into context,
it should not be regarded as a conprehensive explanation of the
| aw.

A. DI STRI BUTI ONS ELI G BLE FOR ROLLOVER TREATMENT

The category wth the highest reported instances of
violations involved distributions froma qualified plan eligible
for rollover treatnent. Section 401(a)(31) of the Code provides
that participants receiving an eligible rollover distribution
must have the option to have the distribution transferred in the
form of a direct rollover to another eligible retirenment plan.
If an eligible rollover distribution is not transferred by a
direct rollover, the distribution is subject to withholding at a
20% rate, under section 3405(c)(1). Under section 402(f), and
income tax regulations, a plan adm nistrator nust provide a
witten explanation within a specified period of tinme before
making an eligible rollover distribution, explaining how funds
may be transferred, when withholding of tax applies, the 60-day
rollover rules, and other special rules noted under section
402(f) that may apply.
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1. Total Violations

In 1994, distributions were nmade from 372 plans. EP
specialists conpleting the survey reported 33 instances of
violations relating to distributions eligible for rollover
treatnment. The different types of violations are described in
further detail bel ow.

2. Types of Violations Relating to Distributions Eligible
for Rollover Treatnent

a) Direct Rollover Option - EP examners reported
that, in 13 plans (3S, 7M 3L), participants were not given
an option to elect to transfer an eligible rollover
distribution directly to another eligible retirenent plan,
such as an I RA or another qualified plan.

b) Timely Notice - The section 402(f) notice was not
tinmely gi ven Wi th respect to eligible rol |l over
distributions from 14 plans (3S, 8M 3L).

c) Inproper Wthholding - Inproper wthholding or no
wi thholding on distributions occurred with respect to 4
plans (1S, 1M 2L).

d) Inproper Reporting - For 2 plans, distributions
were either inproperly reported or not reported on the Form
1099-R (1S, 1L).

Chart 1: Violations Involving Distributions Eligible for
Rol | over Treatnent by Size of Pl an

| |
No Direct R/O
Option *
. |
No Timely *
Notice

Improper
Withholding 5_ OlLarge
T B Medium
Improper || -
Reporting [0 lma
0 2 4 6 8 10



Compliance Profile — 401(k)
Page 9

B. NONDI SCRI M NATI ON ( ADP/ ACP)

The nondiscrimnation in anounts test under section
401(a)(4) for a section 401(k) plan is the actual deferral
percentage (ADP) test wunder section 401(k)(3). This test

conpares the anounts contributed by the highly conpensated
enpl oyees (HCEs) expressed as a percentage of conpensation wth
the amounts contributed by the nonhighly conpensated enpl oyees
(NHCEs) expressed as a percentage of conpensati on.

The anount of elective contributions made under the section
401(k) plan is deened to satisfy section 401(a)(4) if the
section 401(k) plan satisfies the section 410(b) coverage and
the ADP test of section 401(k)(3)(A). The generally applicable
nondi scrimnation rules still apply wth respect to the
avai lability of each level of section 401(k) contributions and
of each benefit, right or feature under the section 401(k) plan.
In addition, other parts of a plan that include the section
401(k) CODA nust satisfy the generally applicable nondis-
crimnation rules under section 401(a)(4).

Special nondiscrimnation tests, simlar to those that
apply to section 401(k) plans, apply to matching and after-tax
enpl oyee contributions under section 401(m. A plan nust pass
the nondiscrimnation rules with respect to the availability of

mat ching and after-tax contributions. It nust also pass the
actual contribution percentage (ACP) test, simlar to the ADP
test. The main difference is that the entire plan is

disqualified if the ACP test is not nmet, while a section 401(k)
plan that fails the ADP test can be re-tested under the genera
nondi scrim nation test of section 401(a)(4).

Multiple use (MJ) occurs where a section 401(k) plan is
subject to both the ADP and ACP tests and both tests can only be
satisfied using the alternative |imtations of those tests
descri bed under section 401(k)(3) and section 401(m(2) (the 2
percentage point |imt or the 200 percent |imt). The purpose of
the multiple use test is to prevent the nultiple use of the nore
generous alternative for neeting the ACP and ADP test when
certain enployees are eligible under both a section 401(k) plan
and a section 401(m plan.

Corrective neasures nust be taken if a plan fails one or
nore of these tests. Correction involves distribution of excess
contributions or excess aggregate contributions,
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recharacterization of excess contributions, nmaking specia
enpl oyer contributions, or a conbination of these nethods, as
described in the regulations acconpanying sections 401(k) and
401(m .

1. Total Violations

There were 28 instances of reported violations.?

2. Subcategories

a) Failing to Include Al Eligible Enployees - In 15
plans (3S, 3M 9L) there was a failure to include all of
the eligible enployees (including those who did not nmake an
el ective contribution to the plan) in the ADP test.

b) Failing ADP/ACP/MJ - There were 13 plans (2S, 5M
6L) that failed to pass the ADP, ACP, and/or the MJ tests.
There was no evidence that these plans had attenpted to
correct for this failure. The data does not indicate which
particular test was failed in each case.

3. Law Changes

The Smal| Business Job Protection Act of 1996, Pub. L.
104- 188, (SBJPA), nmmde several changes that sinplified the
calculation of the ADP and ACP tests for enployers. These
changes should result in a |ower incidence of nonconpliance
for years after the effective date of the changes.

a) SI MPLE 401(k) Pl ans

SBJPA section 1422 provides that, effective for years
beginning after 12/31/96, a section 401(k) plan is deened to
have satisfied the ADP and ACP tests if the plan satisfies
requirenents for a Savings Incentive Match Plan for Enpl oyees
(SIMPLE), wunder section 401(k)(11). In addition, a SIMLE
401(k) plan is not subject to the top-heavy rules under section
416 of the Code. Several restrictions apply, including the

3 We encountered problems analyzing the series of questions answered by EP
exam ners relating to whether the ADP and ADP tests were passed. For exanpl e,
some responses to the survey stated that a particular test was failed, wthout
taking into account that the plan had properly corrected for excess anpunts in
accordance with the regulations. Because it was unclear whether the test(s)

m ght have been nmet by correction, we did not include these reported failures
in our count of violations.
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requi renent that enployees' elective deferrals nust be limted
to $6,000 and the enployer nmust ei t her make mat ching
contributions up to 3% of conpensation or nake a 2% nonel ective
contribution on behalf of all eligible enployees with at |east
$5, 000 in conpensation. The contributions nust be 100% vest ed.
Simlar rules apply wunder section 401(m. See sections
401(k)(11) and 401(m(10) of the Code for additional rules
applicable to SI MPLE 401(k) pl ans.

b) Prior Year Data

SBJPA section 1433(c) anended sections 401(k)(3)(A and
401(m(2)(A) to provide that prior year data for NHCEs can be
used in the ADP and ACP tests, effective for years beginning
after Decenber 31, 1996. Current year data is used for HCEs
Thus, in addition to prior year data on contributions and
conpensation, the individuals taken into account in determ ning
the prior year's ADP and ACP for NHCEs are those individuals who
were NHCEs during the preceding year, wthout regard to the
individual's status in the current year.

Thi s change sinmplifies pl an adm ni stration because
enpl oyers can determ ne the percentage of elective deferrals and
mat ching contributions that can be made for HCEs early in the
pl an year and have nore time to plan for correction to avoid al
penal ties. Current year data may also be used for determning
the ADP and ACP for both HCEs and NHCES wunder certain
condi tions. See Notice 97-2, 1997-1 C. B. 348 and Notice 98-1
1998-3 | . R B. 42.

c) Safe Harbor Mt hod

SBJPA section 1433(a) and (b) provides for an alternative
way to satisfy the ADP and ACP tests, effective in 1999. Thi s
is a safe harbor nmethod described in sections 401(k)(12) and
401(m (11) of the Code that permts a plan to satisfy the tests
t hrough plan design rather than by testing actual contributions.
The ADP safe harbor requires that a plan neet one of two
contribution requirenents (matching or nonel ective contributions
of a stated anpbunt) and a notice requirenent. These
contributions are required to be nonforfeitable and are subject
to restrictions on wthdrawals that apply to an enployee's
el ective deferrals to a qualified section 401(k) plan under
section 401(k)(2)(B) and (C). The ACP safe harbor is simlar to
the ADP safe harbor except that this test does not provide an
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alternate way to satisfy the ACP test for enpl oyee
contributions. See Notice 98-52, 1998-46 |.R B. 16, and Notice
2000- 3, 2000-4 |.R B. 413.

d) Correction of Excess Anpbunts

The SBJPA al so changed the way in which excess anobunts are
allocated to HCEs, when distributions of excess contributions
and excess aggregate contributions are nade. If the plan does
not neet section 401(k) and 401(m nondiscrimnation tests, an
acceptable way to correct for the ADP test is to distribute
excess contributions to the HCEs (excess elective contributions
including OQNECs and QVACs that are treated as elective
contributions), and for the ACP test to distribute excess
aggregate contributions to the HCEs (excess mat ching and
enpl oyee contributions and any QNECs and el ective contributions
taken into account in conputing the contribution percentage).

The SBJPA did not change the nethod for determning the
dol lar amount of the reduction (the leveling nethod) but did
change how that dollar anmount is distributed, effective in 1997.
Under the SBJPA, a plan that provides for distributions of
excess contributions nust be anended to provide that excess
contributions are distributed to the HCEs wth the highest
dol I ar amount of elective contributions (rather than the highest
percent ages). Returning excess contributions to correct the ADP
failure (or excess aggregate contributions to correct the ACP
failure) is based on each HCE s el ective contributions expressed
as a straight dollar amount, rather than on an HCE s elective
contributions expressed as a percentage of conpensation (the
pre-SBJPA rule). This nethod often results in nore highly paid
HCEs receiving distributions than under the pre-SBJPA rule. See
Notice 97-2.

C. LCANS

Al t hough violations of section 72(p) may or nay not affect
the qualification of the plan, depending on whether there is
| oan | anguage in the plan, these violations can cause adverse
tax consequences to participants. Section 72(p) of the Code and
section 1.72(p)-1 of the Proposed Incone Tax Regul ati ons provide
that a loan from a qualified plan is treated as a deened
distribution, unless the |oan neets certain requirenents. These
include a dollar limt, a tinme period for repaynents, an
anortization schedule and a |l egally enforceable | oan agreenent.
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The loan (1) may not exceed the lesser of (a) $50,000, reduced
by certain outstanding |loans, or (b) 1/2 of the present val ue of
the enployee’'s nonforfeitable accrued benefit (or $10,000, if
nmore), (2) nust be repaid within 5 years except for certain hone
| oans, (3) nmust nmeet anortization requiremnents, W th
substantially | evel paynents not less frequently than quarterly,
and (4) nust be evidenced by a legally enforceable agreenent
speci fying the anount, term and repaynent schedul e of the | oan.

A deened distribution generally occurs when any of these
requirenents are not satisfied in form or in operation. The
amount includible in inconeg, as a result of a deened
di stribution under section 72(p), nust be reported on Form 1099-
R.

A deened distribution is not treated as a distribution for
pur poses of some other sections of the Code (including section
401(k)(2)(B), which limts distributions to certain events).
However, offsetting an account balance to repay a plan loan is
treated as an actual distribution. A plan may be prohibited
from maki ng such an offset under section 401(k)(2)(B) or other
secti ons. Note that section 1.72(p)-1 of the proposed
regul ati ons describing applicable requirenents is not effective
until after the publication of final income tax regul ations.

1. Total Violations

A total of 189 plans had |oans outstanding in either 1993
or 1994. There were 26 instances of m scell aneous viol ati ons,
as descri bed bel ow.

2. Types of Reported Loan Viol ations

a) Exceeding Dollar Limt — In one snmall plan |oans
were not limted to the required dollar limt of $50, 000.

b) Not Meet i ng Anortization and/ or Repaynment
Requirements - Loans from 8 plans did not neet the
anortization and/or repaynent schedules (4S, 3M 1L).

c) Exceeding Loan Term — Loans from 3 plans did not
meet the 5-year maximumtermlimt (1S, 1M 1L).
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d) Default Wthout Collection - EP specialists
reported that 23 plans had loans that were in default.
However, out of the plans with loans nade that were in
default, only those that did not have collection procedures
or did not follow them were non-conpliant. See i and ii
bel ow.

(i) No Collection Procedures - O the 23 plans wth
loans in default, 2 (1S, 1M had no procedures to handle
col | ections when | oan paynents are |ate.

(i1) Procedures Not Followed - O the remaining 21
pl ans, there were 6 plans (2S, 3M 1SL) that did not follow
col | ecti on procedures.

Thus, there were 8 instances of nonconpliance relating
to default wi thout collection.

e) Inproper Reporting - A Form 1099-R was not i ssued
upon default with respect to 6 plans (3S, 3M.

Chart 2: Loan Defects by Plan Size

Collection Procedures Not Followed
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D.  CONTI NGENT BENEFI TS

Section 401(k)(4)(A) provides that a section 401(k) plan
may not make any other benefit provided by the enployer
contingent on the enployee making elective deferrals in |lieu of
receiving cash. This rule does not apply to matching
contributions under section 401(m) or certain other types of
benefits.

1. Total Violations
In 24 plans (3S, 11M 9L, 1SL) other benefits were nmade

contingent on elective deferrals. However, the survey did not
gat her data on the nature of the contingent benefits.

E. HARDSHI P DI STRI BUTI ONS

Section 401(k)(2) of the Code provides that distributions
from section 401(k) plans may only occur on certain stated
events. In the case of anobunts attributable to elective
contributions under a section 401(k) plan in a profit-sharing or
stock bonus plan, distributions my be made on account of a
hardship of the enployee. Special rules apply, as described in
section 1.401(k)-1(d)(2) of the regul ations. A distribution is
made on account of the enployee's hardship only if the
distribution is (1) made on account of an imrediate and heavy
financial need of the enployee and (2) is necessary to satisfy
t he financial need.

The determnation of the existence of an immedi ate and
heavy financial need and of the anobunt necessary to neet the
need nust be mnmade in accordance w th nondiscrimnatory and
obj ective standards set forth in the plan.

Whether an immediate and heavy financial need exists
depends on facts and circunstances. Certain stated distributions
are deened to be on account of an immedi ate and heavy financi al
need (safe harbors).

The facts and circunstances also determ ne whether the
distribution is necessary to satisfy the financial need. A
distribution is not treated as necessary to satisfy an inmediate
and heavy financial need of an enployee to the extent the anount
of the distribution is in excess of the anbunt required to
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relieve the financial need or to the extent the need may be
satisfied from other resources that are reasonably available to
the enployee. A distribution generally my be treated as
necessary if the enployer, wthout actual knowl edge to the
contrary, relies on an enployee's witten representation, that
the need cannot reasonably be relieved from other sources listed
in the regulations, including by other distributions or
nont axable loans from plans mintained by the enployer or any
ot her enployer, or by borrowing from commercial sources on
reasonabl e terns.

A distribution is deenmed necessary to satisfy the financial
need (safe harbor) if (1) the distribution is limted to the
anount of the need, (2) the enployee has obtained all distribu-

tions, other than hardship distributions, and all nontaxable
| oans currently avail able under all plans of the enployer, (3)
the plan and all other plans naintained by the enployer limt

the enployee’s elective contributions for the next taxable year
to the applicable limt under section 402(g) for that year m nus
the enployee’s elective contributions for the year of the
hardship distribution, and (4) the enployee is suspended from
maki ng el ective contributions or enployee contributions for at
| east 12 nonths after the receipt of the hardship distribution.

1. Total Violations

In 1994, there were 329 plans permtting hardship
distributions. O these, 68 plans actually nmade hardship
distributions in 1994, 54 of which were deemed safe harbor
di stributions. There were 20 violations as noted bel ow The
first two subcategories below relate specifically to whether a
safe harbor provision for hardship distributions is net, while
the next two subcategories could apply to the safe harbor
provi si ons and to t he gener al har dshi p di stribution
requirenments.

2. Types of Violations Relating to Hardship Distributions

a) Substantiating Safe Harbor - For 2 plans (1S, 1L)
there were no records substantiating the use of a safe
har bor .

b) Failing to Suspend Contributions for 12 Months — In
5 plans (1S, 2L, 2SL) deferrals were not suspended for 12
mont hs after enpl oyees received safe harbor distributions.
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c) Not Obtaining AIl Oher Distributions - In 8 plans
(1S, 3M 4L) the enployee had not obtained al
distributions and non-taxable |oans under the sponsor's
pl ans.

d) No Cbjective Criteria - 5 plans (3L, 2SL) did not

have objective criteria for hardship distributions in the
pl an.

Chart 3: Hardship Violations by Plan Size

No Records
No Suspension O Super Large
i OlLarge
All Distributions B Medium
not Obtained ?7 @ Small
No Objective
Criteria
0 1 2 3 4 5

F. TOP- HEAVY REQUI REMENTS

A top-heavy defined contribution plan is a plan where the
aggregate value of +the accounts of key enployees (certain
of ficers, enployees and owners as specified in section 416(i))
under the plan exceeds 60% of the aggregate value of the
accounts of all enployees. Section 416 and section 1.416-1 of
the regulations provide rules for top-heavy plans including
speci al vesting requirenents and mninum benefit requirenents.
In a defined contribution plan, the mninum benefit requirenents
are net if the enployer contribution for the year for each
participant who is a non-key enployee is the |lesser of 3% of the
participant's conpensation or the maxi mum contribution rate nade
for any key enpl oyee.
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As described in M18, M19 and M20 of section 1.416-1 of
the regulations, elective and matching contributions for a key
enpl oyee are counted in determning the anmount of enployer
contributions made for a key enployee. However, elective
contributions nmade on behalf of a non-key enployee are not
counted to determ ne whether that enployee received the full
required mnimum contribution. Further, matching contributions
that are used to satisfy the section 416 mninmum contribution
for a non-key enployee may not be wused to satisfy the
nondi scrimnation tests (ADP and ACP tests) applicable to
section 401(k) plans and section 401(m, or vice versa.
Finally, qualified nonelective enployer contributions (Q\ECS)
described in section 401(m(4)(C of the Code may be treated as
enpl oyer contributions wunder 416 for non-key enployees to
satisfy the section 416 mninmum contributions even if they are
al so taken into account for the ADP/ ACP tests.

1. Total Violations

There were 18 reported violations out of the 79 plans that
wer e top-heavy.

2. Types of Reported Top-heavy Violations

a) Calculating Top-heavy Ratio and Vesting - The
responses to the survey indicated that the top-heavy ratio
had been incorrectly calculated in 2 small plans. All

pl ans satisfied vesting rul es.

b) Incorrect Treatnent of Elective Contributions -
El ective contributions nmade on behalf of key enployees are
taken into account in determning the anmount of enployer
contributions nmade for a key enployee, to determne the
mninmum required contribution for non- key enpl oyees.
El ective contributions nade on behalf of non-key enployees
are not counted in determ ning whether the enployer has
satisfied required mninmm contributions on behalf of non-
key enployees. This requirenent was not net in 15 plans
(9S, 5M 1L). There were 36 incorrect N A responses.

c) Use of QWACs - In 6 plans, QNECS were used to
satisfy the mninmum contribution requirenents of section
416 of the Code, although this is not specifically a
conpliance factor. In 9 plans, QVACS were used to satisfy
section 416. They were not taken out of the ACP test in 1
smal | pl an.
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Chart 4: Top-heavy Violations by Plan Size
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G  COVERAGE

Section 401(k)(3)(A) (i) provides that a section 401(k) plan
must satisfy the mninmum coverage requirenents of section

410(b) (1). Under section 410( b) and t he acconpanyi ng
regul ations, a plan nust satisfy either a ratio percentage test
or an average benefit test. A section 401(k) plan is

di saggregated from the rest of the plan and tested separately
for coverage purposes. When applying the rules of section 410
to a section 401(k) plan, an expanded benefiting rule generally
provi des that enployees who are eligible to participate are
treated as enployees who benefit, whether or not they actually
el ect to defer ampunts under the section 401(k) plan (except for
pur poses of neeting part of the average benefit test).

If the section 401(k) plan does not satisfy coverage, it is
no | onger qualified. Under section 1.401(a)(4)-11(g)(3) the plan
is permtted to make renedial anmendnents to increase or add a
benefit to prevent a failure to satisfy coverage, but only if
made within 10-1/2 nonths after the end of the plan year.

To apply the section 410(b) coverage rules, the HCEs, as
defined under section 414(q) of the Code, nust be properly
identified. At the time of the survey, section 414(q) provided
several categories for HCE status, based on conpensation |evels,
of ficer status, and 5% owner status etc., over a 2-year period.
Famly nenbers had to be taken into account under the famly
aggregation rules.
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1. Total Violations

The responses with respect to passing the coverage test were
general ly favorabl e, although sone answers were inconcl usive or
i nconsi stent. Sixteen responses indicated that HCEs were
inproperly classified, and/or that the plan did not pass section
401(k) plan coverage.

Wth respect to coverage applicable to non-section 401(k)
pl an conponents, one plan failed to pass. Qut of a total of 472
pl ans, 403 indicated that the coverage test was satisfied.
There were 14 incorrect or inconsistent responses. The
remai ni ng 54 plans contained either only HCEs or only NHCEs and
no violations were reported for those 54 pl ans.

2. Types of Coverage Viol ations
a) Section 401(k) Pl an Coverage

i) HCE Status - The HCEs were not properly
classified in 12 plans (4M 8L). Three plans (1M 2L) did
not apply the famly aggregation rules when determ ni ng HCE
stat us.

ii) Coverage Test - The ratio percentage test was
not satisfied in 4 plans (1S, 2M 1L). O the 4 plans that
did not satisfy the ratio percentage test, 3 satisfied the
average benefit test. One nedium plan failed coverage
because the average benefit test was not satisfied.

b) Non-section 401(k) Portion Coverage

This issue only applied to 382 plans (those plans that had
other types of contributions in addition to elective
contri butions).

In seven plans (4S, 1M 2L) the ratio percentage test was
not satisfied. Six of the seven plans satisfied the
average benefit test. One small plan of these seven
indicated that the average benefit test was not satisfied.
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Tabl e 2: Coverage Violations by Plan Size

Pl an Size | mpr oper HCE No fam |y CODA Non- CODA
Cl assification |Aggregation| Coverage |Coverage
Fai |l ure Fai l ure

Smal | 0 0 0 1
Medi um 4 1 1 0
Lar ge 8 2 0 0
Super - Lar ge 0 0 0 0

3. Law Change

Section 1431 of the SBJPA anended section 414(q) of the
Code. The SBJPA sinplified the definition of HCE by elimnating
the 2- year analysis (in sone cases) and several categories, and
by repealing the famly aggregation rules. Under the SBJPA, an
enpl oyee will be considered an HCE if he or she is a 5% owner
during the year or preceding year, or had conpensation above
$80, 000 (indexed) for the preceding year, and, if the enployer
so elects, was in the top-paid group for that year. An enployee
is in the top-paid group if the enployee was anong the top 20%
of enployees of the enployer when ranked on the basis of
conpensation paid to the enployees during the preceding year.
This applies to years beginning after 12/31/96 except that in
determ ni ng whether an enployee is an HCE for years beginning in
1997, such anmendnents will be treated as having been in effect
for years beginning in 1996.

Section 414(q)(6) required that conpensation and certain
benefits for HCEs be aggregated with that of certain |isted
famly nenbers. Section 1431 of the SBJPA repeals these famly
aggregation rules, effective for years beginning after 12/31/96,
so famly nenbers will not be treated as HCEs due to famly
aggregation for purposes of the rules applicable to section
401(k) plans and ot her sections of the Code.

H  SECTION 415

Section 415(c) of the Code limts the maxi mum contributions
that a qualified plan can provide. Contributions and other
additions (annual additions) for a participant under a defined
contribution plan may not exceed the |esser of $30,000 or 25% of
the participant’s conpensation. Section 1.415-6 of the regul a-
tions describes Iimted circunstances under which an enployer is
all owed to correct excess annual additions.




Compliance Profile — 401(k)
Page 22

Before 1998, the definition of conpensation, for purposes
of determning the 25% limt of conpensation under section 415
applied to conpensation after excluding elective contributions
(e.g. amounts that a participant elects to have the enployer
contribute on the participant’s behalf to a section 401(k) plan)
and certain other salary reductions. The survey responses
revealed that sone section 401(k) plans incorrectly included
el ective contributions in the definition of conpensation.

O her problens involved failing to treat certain anobunts as

annual additions subject to section 415 limts. Contri butions
under a defined contribution plan that are considered to be
annual additions subject to the overall Iimt wunder section
415(c) (1) include elective contributions, nonelective enployer
contributions and after-tax enpl oyee contributions, and

forfeitures.

1. Total Violations

EP examiners reported that there were 13 instances of

section 415 viol ations. In 21 other cases there nay have been
415 violations but the responses did not provide sufficient
detail to state clearly whether or not there was such a
vi ol ati on. The 13 responses reported the follow ng problens

descri bed bel ow.
2. Types of Section 415 Violations

a) Use of Elective Contributions - In 11 plans (3S,
4M 3L, 1SL) elective contributions were included 1in
conpensation for 415 purposes. Section 1434 of the SBJPA
changed section 415 and other applicable Code sections to
provi de that, effective for years after 12/ 31/ 97,
conpensation includes elective contributions to section
401(k) plans and certain other contributions for purposes
of determining the 25% limt. Thus, this question in the
survey is no |longer applicable as a nonconpliance factor.

b) Treatnent of Annual Additions - O the 71 plans
that allowed after-tax enployee contributions, there was a
failure to include after-tax enployee contributions as
annual additions wunder section 415 in 2 nedium plans.
There were 3 incorrect N A responses.
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NONDI SCRI M NATI ON UNDER SECTI ON 401( a) (4) - GENERAL

As noted above, the nondiscrimnation rules still apply
With respect to the availability of each |level of contributions
and of each benefit, right or feature under the section 401(k)
plan. A plan that includes a section 401(k) plan nust also
satisfy the nondiscrimnation rules under section 401(a)(4). |If
an enpl oyer has only HCEs, or if the plan benefits no HCEs, the
nondi scrim nation rules are satisfied.

1. Total Violations

There were 13 reported instances of general section
401(a)(4) violations.

2. Types of Reported Violations

a) Nondiscrimnation in Amunt - In 2 plans (2M

contributions to the non-section 401(k) portion of the plan
did not satisfy the nondiscrimnation in anmounts testing

rul es.

b) Current and Effective Availability - In 3 plans
(1S, 1M 1L)  Dbenefits, rights and features were not
currently and effectively available to all enployees
uniformy, and were not available to a nondiscrimnatory
group.

c) Pattern of Amendnents - In 3 plans (1L, 2SL) there
was a pattern of anendnents giving and taking away the sane
benefits.

The remaining 5 responses indicated that there were general
nondi scrim nation problens but did not specify the nature of the
probl em For these 5 there is no information available as to
pl an si ze.
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Tabl e 3: Nondi scrimnation Violations by Plan Size

Pl an Si ze Nondi scrim nation |Current and Pattern of
i n anount effective amendnent s
availability
Smal | 0 1 0
Medi um 2 1 0
Lar ge 0 1 1
Super Large 0 0 2

J. VESTI NG

Contributions nmade to section 401(k) plans are subject to
different vesting requirenments depending on the type of
contri bution. El ective deferrals wunder section 401(k)(2)(0O,
mat chi ng contri butions t hat are QVACs and nonel ecti ve
contributions that are QNCES nust be nonforfeitable.

QNECS and QVACs are defined in section 1.401(k)-1(g)(13) of
the regulations. Matching contributions that are not QVACs and
nonel ecti ve enployer contributions that are not QN\NECs, may be
subject to a vesting schedule, instead of being imediately
nonforfeitable.

1. Total Violations

There were nine responses reporting violations of vesting
requiremnents.

2. Types of Violations Involving Vesting Rul es

a) Elective Contributions - In 1 nmedium plan, elective
contributions were not 100% vested. Three responses to the
survey were |eft blank.

b) ONECS and QVACS - Qut of a group of 318 plans that
had enpl oyer contributions, 3 (1S, 1M 1L) did not have
ONECs and QVACs that were 100% vested when nade. It is
uncl ear from the responses whether this refers to QNECS and
QVACs separately or to both.
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c) Matching Contributions - In 4 plans (2S, 2L),
contributions were not vested in accordance wth plan
provi si ons. Presumabl y this refers to mat chi ng

contributions other than QVACs. Sone responses left the
item bl ank and there were 159 n/a responses.

d) Discretionary Contributions - In 1 large plan
enpl oyer discretionary contributions other than matching
contributions were not vested according to plan provisions.
317 responses stated n/a. The answer was left blank in 2
survey responses.

Chart 5: Vesting Violations by Plan Size

Elective
Contributions

QNECS and
QMACS

OLarge
B Medium
OSmall

Matching
Contributions

Discretionary
Contributions

K. PRCH Bl TED TRANSACTI ONS

Section 4975 of the Code prohibits certain transactions
between a plan and a disqualified person. Statutory exenptions
are listed in the Code. Admnistrative exenptions are published
by the Departnment of Labor (DQL). Simlar rules are contained
in section 406 of ERI SA

1. Total Violations - Non-exenpt prohibited transactions
occurred in 8 plans (2S, 2M 3L, 1SL). The survey responses did
not identify the specific type of prohibited transaction.
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L. PLAN ASSET RULE

The DOL provides rules as to when participant contribu-

tions, held by the enployer, becone plan assets. Once
partici pant contributions becone plan assets they are subject to
the fiduciary requirenents of section 403 of ER SA Thi s

requirenent is inmposed to prohibit comm ngling of assets with an
enpl oyer’s own property. Oher fiduciary responsibilities also

apply.

The DO.'s general position is that plan assets include
anounts to be contributed to the plan that are paid by a
participant to the enployer or wthheld by an enployer from a
participant’s wages as of the earliest date on which the
contributions can reasonably be segregated from the enployer’s
general assets. Under DOL regul ation section 2510.3-102, as in
effect when this survey was conducted, the maxinum |ength of
time enployers had to treat participant contributions to pension
pl ans as other than plan assets was 90 days fromthe tine these
contributions were wthheld by the enployer or paid by the
partici pant and received by the enpl oyer.

The tinme period for allocating elective contributions to an
enpl oyee's account under the section 401(k) regul ati ons does not
correspond to the DOL periods. Section 1.401(k)-1(b)(4)(i) of
the regulations provides that an elective contribution is taken
into account for the ADP test for a plan year only if certain
requirements are net. Wth respect to allocations, the elective
contribution must be allocated to the enployee's account under
the plan as of a date within that plan year. For purposes of
this rule, an elective contribution is considered allocated as
of a date within a plan year only if the allocation is not
contingent upon the enployee’'s participation in the plan or
performance of services on any date subsequent to that date, and
the elective contribution is actually paid to the trust no |ater
than the end of the 12-nonth period after the plan year to which
the contribution rel ates.

1. Total Violations

Sal ary deferrals were contributed to 8 plans (3S, 3M 2L)
nmore than 90 days after being wthheld from a participant's
sal ary.
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2. Law Change

Unlike many of the rules that have been changed in recent
years, making it easier for enpl oyers to conply wth
qualification requirenents, the plan asset rule has been revised
to beconme nore restrictive for enployers. Section 2510.3-102 of
the DOL regulations was revised to limt the period that assets
can be treated as other than plan assets to 15 business days
after the end of the nmonth in which contributions were wthheld
or received, with a 10 - day extension possible, if the enployer
nmeets all of the notice and other requirenents set forth in the
regulations. This rule was effective Feb. 3, 1997, with speci al
extended dates wunder certain conditions, including a delayed
effective date for collectively bargained plans and a period of
30 days for SIMPLE I RA plans under section 408(p).

M  PARTNERSHI P | SSUES

Section 1.401(k)-1(a)(6) provides that partnerships my
maintain CODAs. A CODA wunder a partnership includes any
arrangenent that directly or indirectly allows partners to vary
the amount of contributions nade to a plan on their behalf.
Generally partnership CODAs are subject to the sanme rules as
apply to other CODAs and are not qualified wunless the
requi rements of section 401(k) are net. However, there are sone
differences. A partner's conpensation is deened to be currently
avai lable on the last day of the partnership's taxable year, so
a cash or deferred election may not be nade after the |ast day
of that year. Also, a rule applicable at the tine of the survey
(which has now been changed) provides that the matching
contributions mde by a partnership wth respect to an
i ndi vidual partner's elective or enployee contributions are
treated as el ective contributions nade on behalf of the partner.

1. Total Violations

There were 25 partnerships maintaining section 401(k) plans
identified in the survey. Four responses to the survey
indicated that partners may elect in and out of the non-section
401(k) part of the plan. Allowing such elections may cause a
conpliance problem because a plan that allows partners to el ect
in or out at will is deemed to be a CODA However there is no
further detail on whether a specific violation occurred for this
reason. There were six incorrect n/a responses.
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Al | contributions for electing-in partners, i ncl udi ng
mat ching contributions, are treated as elective contributions,
thereby resulting in potential section 402(g) or ADP/ACP
failures. There were 3 violations reported below with respect to
this requirenent.

2. Not Counting Matching Contributions to Partners as
El ective Contributions

Mat ching contributions were made in 11 plans. In 3 plans
(2M 1L) matching contributions were not counted as elective
contributions. There were 7 incorrect n/a responses.

3. Law Change

Section 402(9g)(9), as added by section 1501 of the Tax
Ref orm Act of 1997, provides that a matching contribution nmade
on behalf of a self-enployed individual is not treated as an
el ective contribution, effective for years beginning after

12/31/97 (after 12/31/96 for SIMPLE plans). Thus, matching
contributions for partners are now treated the sane as for all
enpl oyees. They are not treated as elective contributions and

are not subject to the section 402(g) limts or the ADP or ACP
test. This change does not apply to QWCs that are treated as
el ective contributions for purposes of satisfying the ADP test.

N.  PARTI Cl PATI ON

When the survey was conducted, section 401(a)(26) provided
that a plan nust benefit at |east 50 enployees or 40% of the
enpl oyees, whichever is less. Plans may not be aggregated to
satisfy this rule, and the overall plan nust be disaggregated
into section 401(k) portions and non-401(k) portions, anong
ot her requirenents, before testing for section 401(a)(26).

There were no reported violations of this requirenment for
the section 401(k) portions or the non-section 401(k) portions.
One plan had unusabl e data. The SBJPA revised section 401(a)(26)
so that it applies only to defined benefit plans, effective for
years beginning after 12/31/96.
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O M SCELLANEQUS LIM TS

Section 401(a)(17) of the Code Ilimts the anpount of
conpensation that may be taken into account for any enployee to
$150, 000, as adjusted annually for cost of living. There was no
reported nonconpliance with this limt.

Section 402(g) limts the anount of elective contributions
that can be excluded from an individual’s gross inconme to $7000
(as adjusted for cost of living.) The responses to questions on
whether the limt was nmet were inconclusive. |In addition, there
were 101 responses that left the answer to this question blank
Thus, we were unable to properly interpret and report the data.

P. M SCELLANEQUS VI OLATI ONS

General questions on the survey asked whether the plan
and/ or the section 401(k) arrangenent was qualified, and if not,
to explain the reason(s).

Fifteen plans (3S, 4M 7L, 1SL) were identified as not
qualified under section 401(a). Sone of these plans entered into
a closing agreenment with the Service.

Fifteen plans (3S, 6M 6L) did not contain a qualified
section 401(k) arrangenent, but not al | of t hese had
di squalifying features under section 401(a). In nost of these
pl ans, the ADP test was fail ed.

The types of violations reported included excluding
enpl oyees from coverage, failing to distribute prom sed cash-out
di stributions under $3,500 to enployees under section 411 (now
raised to $5,000), failing to obtain spousal consents before
distributions, failing to distribute under section 401(a)(14),
failing to adopt and anend the plan and viol ating section 415.

In one large plan the market value of plan assets was not
determ ned on a regul ar basi s.
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V. CORRECTI ON PROGRAMS

Sone violations can be corrected under the Code and
regul ations such as corrections in specified circunstances for
failing to neet the nondiscrimnation tests under sections
401(k) and 401(m. The Service has also inplenented a variety
of correction prograns. These prograns enable enployers and
pl an sponsors to retain the qualified status of their plans.
Since 1992, there have been several voluntary correction
prograns allowing enployers to correct violations in their
retirenment plans. The Service has also established a closing
agreenent program for formviolations and for plans under audit.

These prograns have been expanded and revised to address a

variety of needs. This coordinated system of correction
programs is referred to as the Enployee Plans Conpliance
Resol uti on System (EPCRS). The correction prograns conprising

EPCRS, described in Rev. Proc. 2000-16, 2000-6 I|.R B. 518,
include the Admnistrative Policy Regarding Self Correction
(APRSC), Voluntary Conpliance Resolution Program (VCR Program
i ncluding the Standardized VCR Procedure (SVP), Wal k-in C osing
Agreement Program (Walk-in CAP), the Tax-Sheltered Annuity
Voluntary Correction Program (TVC) and the Audit Cosing
Agreenent Program (Audit CAP). If the eligibility requirenments
of a correction program are satisfied and the sponsor or
enpl oyer corrects a failure in accordance with the principles
set forth under EPCRS, the IRS will not, on account of the
corrected failure, pursue disqualification of the plan.
Enpl oyers and plan adm nistrators with plans containing defects
t hat cannot be appropriately corrected under exi sting
regul ations and other guidance are encouraged to review the
EPCRS requirenents to determ ne whether they are eligible under
t hese prograns.

V.  SUWARY

Section 401(k) plans of all sizes contained violations. As
discussed in this report, |laws enacted since this survey was
conducted have sinplified and /or <changed certain rules,
i ncl uding sone that apply to areas covered in the survey.
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Al though sone violations reported in this survey are no
| onger violations after the |aw changes, and sone requirenents
have been sinplified, (such as the determ nation of HCE status
and the possibility that the ADP and ACP tests may be
automatically satisfied), future guidance from the Service and
continued scrutiny by enployers, plan admnistrators and the
Service is warranted. W believe that the results of this
survey wll assist plan sponsors and enployers in maintaining
plans that conply wth the Code by highlighting potential
probl em ar eas.

VI. I NSTANCES CF VI OLATI ONS BY CATEGCORY — CHART 6

Miscellaneous
Violations (31)

Rollovers (33)
Partnership
Issues (3)

Plan Asset Rule
(8)

Nondiscrimination
(ADP/ACP) (28)

Loans (26)
cont Prohibited
ontl_ngent Transactions(8)
Benefits (24)
Hardship

Vesting (9)
415 Limits (13)J _/
Coverage (17)

Distributions (20)

\_ Nondiscrimination
(13)

LTop Heavy Rules
(18)

Total violations: 251
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VIIT. SUMVARY OF VI OLATI ONS BY PLAN SI ZE — TABLE 4

This table summari zes the violations reported by EP exam ners
listing specific violations within a category by plan size.

Description of Violations Tot al S M L
Vi ol ati ons
A. Rollover (RFO Rules 33
Gave no direct RO Option 13 3 7 3 0
No Tinely Notice 14 3 8 3 0
| npr oper Wt hhol di ng 4 1 1 2 0
| npr oper Reporting 2 1 0 1 0
B. Nondi scri m nati on (ADP/ ACP) |28
Not i ncl udi ng enpl oyees 15 3 3 9 0
Failure to pass tests 13 5 6 0
C. Loans 26
Dollar Limt 1 1 0 0 0
Anortization/ Tine 8 4 3 1 0
Loan Term 3 1 1 1 0
Default w o Collection 8 3 4 0 1
| nproper Reporting 6 3 3 0 0
D. Contingent Benefits 24 3 11 9 1
E. Hardship D stributions 20
No Records 2 1 0 1 0
Fail ure to Suspend 5 1 0 2 2
No Ot her Distributions 8 1 3 4 0
No Objective Criteria 5 0 0 3 2
F. Top-heavy Rul es 18
Top- heavy Ratio 2 2 0 0
El ective Contributions 15 9 5 1 0
Use of QVACS 1 1 0 0 0
G Coverage 17
HCE Det er mi nati ons 15 0 5 10
Cover age Test 1 0 1 0
NonCODA Cover age 1 1 0 0
H 415 Limts 13
El ectives incl. In Conp. 11 3 4 3 1
Annual Additions 2 0 2 0 0
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Description of Violations Tot al S M L SL
Vi ol ati ons
I . Nondi scrimnation 13
(401(a)(4))
Anount 2 0 2 0 0
Avai l ability 3 1 1 1 0
Pattern of Amendnents 3 0 0 1 2
Cener al 5 (no info
by pl an
Si ze)
J. Vesting 9
El ective Contributions 1 0 1 0 0
QNECS/ QVACS 3 1 1 1 0
Mat chi ng Contri buti ons 4 2 0 2 0
Di scretionary 1 0 0 1 0
K. Prohi bited Transactions 8 2 2 3 1
L. Plan Asset Rule 8 3 3 2 0
M Partnership |ssues 3 0 2 1 0
N. Participation(no failures) 0 0 0 0 0
O Msc. Limts (no failures) 0 0 0 0 0
P. Msc. Violations 31
Nonqual i fied 401(a) Pl an 15 3 4 7 1
Nonqual i fi ed CODA 15 3 6 6 0
| npr oper Val uati on 1 0 0 1 0




